in commodity prices forced some central banks, like the ECB, to tighten monetary policy, whereas it delayed others, like the Fed and the Bank of England, from the urgently needed rate cuts, thus contributing to the downturn in the autumn of 2008. The acceleration of the economic downturn in the third quarter of 2008 burst the commodity bubble and demolished the myth of decoupling between developing and developed countries.
The Bank of Japan has also contributed to this huge liquidity by printing money aggressively over the period 2001 to 2006 through buying back government bonds from financial institutions. The monetary base increased at nearly 20 per cent per annum in the three years to 2004, in what is called the era of 'liquidity easing'. But even before that the monetary base was increasing at 7 per cent per annum in 1993-99. This huge liquidity bolstered the yen 'carry-trade,' which acquired its own momentum by leading into yen depreciation that further bolstered yen carry-trade.
It is also true that financial liberalization, which had been going on since the 1970s, along with financial innovations that emanated from that era, played an equally, if not more, important role than easy monetary policy in creating the huge liquidity of the 2000s. The financial liberalization era allowed financial institutions to initiate a new financial activity, which was based on the discretion of the banks to dispose of their loan portfolio in accordance with risk management. That financial innovation relied heavily on interlinked securities and derivatives, all related to asset-backed securities and subprime mortgages in particular. Subprime mortgages are a financial innovation designed to enable home ownership to risky borrowers. It is, therefore, the contention of this contribution that the origins of the current financial crisis can be explained by three interrelated features that have been going on since the 1970s. The first feature is the financial liberalization policies initiated by governments both in the developed and developing world since that time. 4 The second feature is an important financial innovation that emerged following the financial liberalization experience. The financial innovation in question is based on the issue of financial structured products, such as Collateralized Debt Obligations (CDOs) that played a key role in the swelling of the subprime market. Other forms of asset-backed securities were also issued related to commercial real estate, auto loans and student loans, whereas credit default swaps (CDSs) were issued to insure investors against the risk of default of the issuer.
The third feature springs from the type of new economic policies pursued by a significant number of central banks around the world, which
